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Valuation Misstatement Penalties 
Require Valuation Misstatements 
by David J. Shakow 
 
Is the IRS properly applying the valuation misstatement penalties of section 
6662?  Section 6662(b)(3) imposes a penalty when an underpayment is “attributable to  . . 
. [a]ny substantial valuation misstatement . . .”  There is currently a split in the circuits as 
to whether courts can impose a valuation misstatement penalty in a tax shelter transaction 
that lacks economic substance, for in that case the taxpayer’s underpayment of tax is 
arguably not “attributable to” the valuation misstatement.1  The Supreme Court has 
accepted certiorari in one case that raises this issue.2  But the way the IRS now applies 
this penalty, mostly to tax shelter investors, reflects a misreading of the section.  If that 
misreading is recognized, the penalty should not be applied to many of the tax shelter 
cases in which the IRS has asserted it.  It would follow that the significance of the split in 
the Circuits is substantially reduced. 
Section 6662(e)(1)(A) states: 
(e) Substantial Valuation Misstatement Under Chapter 1.— 
(1) In General.—For purposes of this section, there is a substantial 
valuation misstatement under chapter 1 if— 
(A) the value of any property (or the adjusted basis of any 
property) claimed on any return of tax imposed by chapter 1 is 150 
                                                 
 Counsel, Chamberlain, Hrdlicka, White, Williams and Aughtry, West Conshohocken, PA; 
Professor Emeritus, University of Pennsylvania Law School.  dshakow@chamberlainlaw.com.  I wish to 
thank my colleagues at Chamberlain Hrdlicka who sat through presentations of this article, particularly Phil 
Karter who reviewed the whole draft.  The conclusions herein, including the remaining errors, are my 
responsibility alone. 
1 Compare, e.g., Todd v. Commissioner, 862 F.2d 540 (5th Cir. 1988) (no penalty imposed under 
predecessor of section 6662), with Gilman v. Commissioner, 933 F.2d 143, 151 (2d Cir. 1991).  For a 
recent review of the law on this issue, see Gustashaw v. Commissioner, 110 A.F.T.R.2d 2012-6169 (11th 
Cir. 2012) (9/28/12) (criticizing Todd).  The Tax Court very recently changed its position and sided with 
the majority view reflected in Gilmore and Gustashaw.  AHG Investments LLC v. Commissioner, 140 T.C. 
No. 7 (3/14/13) (penalty imposed). 
2 See Postscript to this article; see discussion of the issue appealed in Roberson, Spencer & 
Connolly, “Will High Court Resolve Circuit Split on Valuation Misstatement Penalty?” Tax Notes, March 
4, 2013, p. 1113. 
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percent or more of the amount determined to be the correct amount 
of such valuation or adjusted basis (as the case may be), . . . 
Section 6662(a) applies a 20% penalty in such a case.  Under section 6662(h), the 
penalty is increased to 40% when the value (or adjusted basis) is 200% or more of the 
correct amount, because there is then a “gross valuation misstatement.”3  Although the 
Code refers primarily to “valuation” misstatements, and only parenthetically to inflated 
basis, in most cases where this penalty has been asserted recently, the IRS has penalized 
taxpayers when the adjusted bases of their assets were inflated, even though the inflated 
bases did not result from inflated valuations.  
APPLYING SECTION 6659, THE ORIGINAL VALUATION MISSTATEMENT SECTION 
Code section 6659,4 the original valuation misstatement section, was titled 
“Addition to Tax in the Case of Valuation Overstatements for Purposes of the Income 
Tax.”  It is clear from the legislative history of this penalty that Congress’s target was 
serious overvaluations of assets and their effect on the courts.  Here are excerpts from the 
“Reasons for Change” in the House Committee’s report for the original version of the 
valuation misstatement penalty, which was added to the Code as section 6659 in 1981:5 
The Committee believes that a specific penalty was needed to deal 
with various problems related to valuation of property.  This particular 
need is illustrated by the fact that there are about 500,000 tax disputes 
                                                 
3 Section 6662(h) is an extension of the substantial valuation penalty set forth in section 6662(e).  
It mechanically substitutes a 40% penalty instead of 20% if the substantial valuation misstatement is 200% 
(or more) of the correct amount.  With the substitutions mandated by section 6662(h)(2)(A) in place, 
section 6662(e)(1)(A), in pertinent part, would read as follows: 
“the value of any property (or the adjusted basis of any property) claimed on any return of tax 
imposed by chapter 1 is 200 percent or more of the amount determined to be the correct amount of 
such valuation or adjusted basis (as the case may be),”  
4 Section 6659(c) read: 
VALUATION OVERSTATEMENT DEFINED—For purposes of this section, there is a 
valuation overstatement if the value of any property, or the adjusted basis of any property, claimed 
on any return is 150 percent or more of the amount determined to be the correct amount of such 
valuation or adjusted basis (as the case may be). 
5 H. Rep. No. 97-201, 97th Cong., 1st Sess. 243 (July 21, 1981).  The House bill was adopted in 
Conference. H. Rep. No. 97-215 at 262-263.  There is no substantive discussion of the reasons for the 




outstanding which involve property valuation questions of more than 
routine significance.  These cases alone involve approximately $2.5 billion 
in tax attributable to the valuation issues. 
The committee recognizes that valuation issues frequently involve 
difficult questions of fact. Often these issues seem to be resolved simply 
by “dividing the difference” in the values asserted by the Internal Revenue 
Service and those claimed by the taxpayer.  Because of this approach to 
valuation questions, the committee believes that taxpayers were 
encouraged to overvalue certain types of property and to delay the 
resolution of valuation issues.  .  .  . 
In recognition of the fact that valuation issues often are difficult, 
especially where unique property is concerned, the committee decided to 
adopt a “bright line” test for the application of a new penalty.  Under this 
test, only significant overvaluations will be penalized. . . . 
I have looked at the cases (close to 1,000) which cite section 6659, the penalty 
that was in effect in the 1980s.  Of those that I examined, around 450 clearly involved 
substantive attempts by the IRS to exact the valuation misstatement penalty from 
taxpayers.6  All the cases (but, perhaps, one) clearly involve issues of valuation, including 
the basis that results from overvaluation.  They do not raise legal issues that implicate 
Code provisions and general tax doctrines that taxpayers used to inflate the basis of 
assets.7  Sixty-three involved overstated charitable contributions.  It is straightforward to 
                                                 
6 See Appendix B.  I used RIA Checkpoint to identify all the cases that cited section 6659 and 
attempted to categorize each one.  As is true of the cases I looked at in connection with section 6662(e) and 
(h), see text at notes 15-21, infra, there were many in which section 6659 was cited but not applied, and 
many in which the facts underlying the transaction were not spelled out with enough detail to allow me to 
determine why the penalty had been asserted.  In some cases, the IRS did not assert the penalty for 
valuation misstatements under section 6659, but instead imposed the higher interest rate on deficiencies 
mandated by section 6621(c) in the case of a transaction involving a valuation misstatement as defined in 
section 6659.  It is not clear why the section 6659 penalty itself was not asserted in those cases, although in 
some it is possible that the penalty under section 6659 would not have led to an additional payment by the 
taxpayer because of other penalties to which the taxpayer was subject.  Section 6621(c) was repealed in the 
1989 Act, which redefined the scope of the valuation misstatement penalty and moved it from section 6659 
to section 6662. 
7 The one possible exception is Groves v. Commissioner, TC Memo 1999-415.  The facts are not 
set out clearly in the opinion, but it appears the taxpayer recorded basis of stock he sold without a factual 
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apply an overvaluation penalty in such a case.  One involved claimed improvements on a 
farm purchased by a limited partnership, a transaction which the court does not clearly 
label as a tax shelter.8   
The other 380 or so were tax shelters that were based on overvaluations of 
property.  Thus, by its terms and by its application, section 6659 penalized taxpayers who 
attempted to reduce their tax liabilities by overvaluations. 
SECTION 6662, THE CURRENT VERSION OF THE PENALTY PROVISION 
As originally passed in section 6659, the penalty provision applied when “the 
value of any property, or the adjusted basis of any property” was inflated.  That would 
seem to have given the IRS the power to impose the penalty for any type of basis 
overstatement.  Nevertheless, as we have shown, the penalty was applied only to cases 
involving actual overvaluations.   
In 1989, the penalty provisions were restructured, and the overvaluation penalty 
was moved to section 6662.  The legislative history of the valuation misstatement 
penalty, in both 1981 and 1989, is devoid of any discussion of inflated basis.  The focus 
is on valuations.  Yet the recent tax shelter cases where the section 6662(e) and (h) 
overvaluation penalty has been asserted involve taxpayers’ attempts to interpret the Code 
to obtain increased basis of assets.  They have not raised any “difficult questions of fact” 
(the language of the legislative history) that valuation issues raise.   
If the IRS’s current broad reading of the statute, which ignores the “value” part of 
overvaluation, were correct, the penalty would apply in any case where a taxpayer’s basis 
is far in excess of the basis determined by the court.  There are many situations where this 
could arise.  Here is a far from complete listing.  
An item could be capitalized when it should not have been capitalized. 
                                                                                                                                                 
foundation for the numbers used.  There is no discussion of the section 6659 penalty in the opinion, so it is 
not clear if this failure of the taxpayer is the basis for the IRS’s imposing the section 6659 penalty.  In any 
event, unlike the recent cases where the penalty has been imposed, the issue was purely factual (how much 
did the taxpayer actually pay for the stock sold), not a legal issue as to how to calculate basis. 
8 Weis v. Commissioner, 94 TC 473 (1990) (limited partnership bought farm; claimed 
improvements had value 243% of actual value). 
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The amount that should be capitalized in respect of an item could be 
mismeasured. 
A taxpayer could fail to take allowable depreciation. 
A liability associated with a property’s purchase price could be mismeasured. 
A liability associated with a property’s purchase price could be improperly so 
associated. 
Basis could be misallocated in the context of basis reduction under section 1017. 
A stockholder could fail to reduce the basis of stock in respect of a return of 
capital distribution. 
A bondholder could fail to reduce a bond’s basis for amortizable bond premium. 
A homeowner could fail to make the correct basis adjustments in the case of a 
sale and purchase of a residence under old section 1034. 
A farmer could fail to adjust basis for a loan from the Commodity Credit 
Corporation to the extent of loans treated as income under section 77.9 
A taxpayer could capitalize development expenditures allowed as a deduction 
under section 616. 
A taxpayer could capitalize amounts allowed as research and development 
deductions under section 174. 
A holder of Subchapter S stock could fail to adjust basis under section 1367. 
A corporation could fail to make adjustments to CFC stock under section 961. 
A taxpayer could fail to reduce basis by the amount of extraordinary dividends 
under section 1059. 
An allocation under 338(h)(10) could be incorrect because some items are not 
properly valued. 
An improper allocation could be made under section 358 for section 351, 354, 
355, 356, and 361 exchanges. 
Although there are many situations in which the valuation misstatement penalty, so read, 
could be applied, it has been applied in virtually none.  This is consistent with the 
headings of section 6662(e) and 662(h), which refer to “valuation misstatements.”   “The 
headings used in a statute are aids in ascertaining its meaning.”10 
The reenactment of the penalty in 1989 provides further support for the 
conclusion that it should be applied only when the taxpayer has overstated the value of an 
                                                 
9 See I.R.C. § 1016(a)(8). 
10 Webb v. Commissioner, 67 T.C. 293, 305 n.11 (1976). 
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asset.  When the penalty was reenacted, the reference to basis overstatements was placed 
in a parenthetical.  This affects how the statute should be understood.  In interpreting a 
statute, the use of parentheticals indicates that the parenthetical phrase “is related to, or 
dependent upon” the non-parenthetical phrase it follows.11  “[P]arentheses ‘reduce[] the 
grammatical import’ of the language contained therein.”12  In particular, courts may 
decline to ascribe independent meaning to a parenthetical statutory phrase (such as the 
one we are considering) beginning with the word “or” because “it can reasonably be 
construed to illustrate or explain” the preceding phrase.13   
The limited scope of the parenthetical in section 6662(e) is illustrated by 
comparing that section to other provisions that have a similar structure.  Section 6662(e) 
begins:  
For purposes of this section, there is a substantial valuation 
misstatement under chapter 1 if—(A) the value of any property (or the 
adjusted basis of any property) claimed on any return of tax imposed by 
chapter 1 is 150 percent or more of the amount determined to be the 
correct amount of such valuation or adjusted basis (as the case may be), . . 
. 
The phrase “as the case may be” refers to two or more items listed elsewhere in 
the Code section where the phrase appears.  I have found the phrase in over 250 places in 
the Code.14  In most sections where the phrase is used, the items are of equal significance 
                                                 
11 Disabled in Action of Pennsylvania, v. Southeastern Pennsylvania Transportation Authority, 
539 F.3d 199, 212 (3d Cir. 2008) (emphasis added).   
12 Id., quoting Peters v. Ashcroft, 383 F.3d 302, 309 (5th Cir. 2004).  Peters’ full discussion of 
parentheses is as follows: 
[The court’s] approach finds additional support in decisions, cited by this court in Monjaras-
Castaneda, supra at 330, that have construed statutory parentheticals to signify clarifications, non-
exclusive identifications, or visual aids. Congress in fact reduced the grammatical import of 
conspiracy and attempt, and correspondingly emphasized the breadth of “relating to,” when it 
replaced commas cordoning off conspiracy in the predecessor provision with the parentheses that 
now appear. 
383 F.2d 308-309. 
13 Mizrahi v. Gonzales, 492 F.3d 156, 166 (2d Cir. 2007). 
14 See complete list in Appendix C. 
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and are not dependent on each other.15  There are only four clauses (one of which appears 
twice) where one “case” referred to in the phrase is in parentheses and one is not.   
Section 56E(d)(1) says “The term ‘qualified zone academy’ means any public 
school (or academic program within a public school).”16  Paragraph (A) then discusses 
“such public school or program (as the case may be)”.  Clearly, the item in parentheses 
(“academic program within a public school”) is a category related to the item outside 
(“public school”), and is dependent on it: you don’t know what an academic program 
within a public school is unless you know what a public school is.   
Section 312(d)(2) says:  
In the case of a distribution of stock or securities, or property, to which 
section 115(h) of the Internal Revenue Code of 1939 (or the corresponding 
provision of prior law) applied, the effect on earnings and profits of such 
distribution shall be determined under such section 115(h), or the corresponding 
provision of prior law, as the case may be. 
Again, the item in parentheses is related to the item it follows, and is dependent on it; you 
don’t know what a “corresponding” provision is without understanding the original 
provision..  
Section 503(f) discusses “a loan made by a trust described in section 401(a) to the 
employer (or to a renewal of such a loan . . .).  Paragraphs (2) and (3) then discuss “the 
making or renewal, as the case may be.”  Again, the renewal (in parentheses) is related to 
the item immediately before it, and is dependent on it: you have to identify the original 
loan to identify its renewal.  
Thus there is a consistent structure throughout the Code: when an item in 
parentheses and an item immediately before it are referred to thereafter “as the case may 
be,” the item in parentheses is closely related to the item immediately before it, and is 
dependent on it.  The same understanding should be applied in section 6662(e).  
Accordingly, when that section speaks of “the value of any property (or the adjusted basis 
                                                 
15 For example, section 1(f)(2), dealing with the phaseout of the marriage penalty in the 15 percent 
bracket, speaks of “The table which under paragraph (1) is to apply in lieu of the table contained in 
subsection (a), (b), (c), (d), or (e), as the case may be.” 
16 The same definition can be found in section 1397E(d)(4)(A)(i). 
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of any property) claimed on any return of tax imposed by chapter l [that] is 150 percent 
or more of the amount determined to be the correct amount of such valuation or adjusted 
basis (as the case may be),” we should understand the term “adjusted basis” to refer to a 
category related to “value,” and dependent on it. 
It follows that the penalty for a 150% discrepancy in adjusted basis should be 
understood in light of the penalty for a 150% discrepancy in value that it follows.  In 
other words, the basis overstatement to which section 6662(e) refers is one that arises 
from the type of problem that the section was targeted to address, namely subjective 
overvaluations that allow taxpayers to claim very large deductions or credits on their tax 
returns.   
But if valuation is the focus of the statute, why is the basis parenthetical needed at 
all?  Why didn’t Congress limit its overvaluation penalty to direct taxpayer 
overvaluations?  The answer surely is that the overvaluations that powered many of the 
shelters Congress was attacking with this penalty generated credits and depreciation that 
were a function of basis.  Certainly, when overvaluations are directly used by taxpayers 
to claim excessive deductions for charitable contributions,17 for example, no reference to 
basis is needed.  However, consider the plastic recycling shelter.18  Taxpayers pay over a 
million dollars (most of it represented by nonrecourse debt) for a plastic recycling unit 
that costs $18,000 to manufacture and is worth no more than $50,000.  Taxpayers then 
take credits and depreciation based on the vastly inflated basis.  The value of the property 
is not “claimed” on the return, but the property’s basis—which is a function of 
overvalued property—is.  It would appear that, to prevent taxpayers from arguing that the 
penalty does not apply to them because their deficiencies were not a result of claiming an 
overvalued asset directly on a return, Congress added a parenthetical reference to basis to 
                                                 
17 Appendices A and B cite 87 cases where the overvaluation penalty was imposed on taxpayers 
who claimed excessive deductions in this way. 
18 Seventy reported cases dealing with this shelter where a valuation misstatement penalty was 
asserted are cited in Appendix B.  The specific facts in the text are taken from Merino v. Commissioner, 
196 F.3d 147 (3d Cir. 1999).  Note that, while only seventy reported cases deal with this shelter, many of 
those cases involved multiple taxpayers.  For example, the decision in Provizer v. Commissioner, TC 
Memo 1992-177, affd. per curiam without published opinion, 996 F.2d 1216 (6th Cir. 1993), bound a 
number of the roughly 250 docketed cases on this issue.  That opinion indicates that another approximately 
1600 undocketed cases involved this shelter. 
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this penalty provision.  In other words, the parenthetical reference to basis is needed to 
deal with basis that is inflated as a consequence of an overvaluation of property. 
HOW HAS THE VALUATION MISSTATEMENT PENALTY BEEN APPLIED RECENTLY? 
That is not how the IRS has applied the penalty recently.  To evaluate where the 
IRS has, and has not, applied the penalty, I looked at the cases that have cited sections 
6662(e) and 6662(h) (that is, the cases involving post-1989 tax years).19  One hundred 
nineteen reported decisions cite section 6662(h), and another ten cite section 6662(e) 
without citing section 6662(h).  This does not amount to 129 separate litigations, since 
the total includes a number of litigations that are reflected in more than one decided case.   
An examination of the cases that cite section 6662(h) or section 6662(e) shows 
the following:  
Twenty-four cases involved the valuation of easements (such as conservation 
easements) and other assets contributed to tax-exempt entities; 
Two related to other valuation issues 
One applied the step transaction doctrine to disallow a step-up in the basis of 
stock20 
Twenty-five were “Son-of-BOSS” transactions21 
Seven were foreign currency shelters22 
Seven were cattle shelters promoted by Mr. Hoyt23 
Four were CARDS shelters24 
                                                 
19 See Appendix A.  I used RIA Checkpoint for this research.  It brought up 73 cases that refer to 
6662(e) and 119 that refer to 6662(h).  I attempted to track down other cases where the reference was in a 
different form, such as “subsection (h) of section 6662,” but surely did not find all such cases. 
20 G.D. Parker, Inc. v. Commissioner, TC Memo 2012-327.  This was not a marketed tax shelter.  
Interestingly, the court was troubled by the fact that the penalty was asserted where there was no valuation 
issue. 
21 E.g., 106 Ltd. v. Commissioner, 684 F.3d 84 (D.C. Cir. 2012) (court concludes that basis of 
stock was inflated by disregarding a contingent liability). 
22 E.g., Klamath Strategic Investment Fund v. U.S., 568 F.3d 537 (5th Cir. 2009) (taxpayer reduces 
amount of liability related to investment in currency-trading partnership by having very high interest rate 
on loan). 
23 These were cattle breeding shelters.  E.g., Keller v. Commissioner, 556 F.3d 1056 (9th Cir. 
2009) (cattle overvalued). 
24 E.g., Gustashaw v. Commissioner, 110 A.F.T.R.2d 2012-6169 (11th Cir. 2012) (taxpayer uses 
full amount of loan as basis, although taxpayer is only responsible for repayment of principal). 
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Twenty-one were other promoted shelter transactions.25 
If we put aside the cases that directly raised an issue of valuation (the 26 
charitable contribution and other valuation cases) and look only at the basis cases, we 
find that significantly less than half of them involve a basis inflated because of an 
overvaluation.26  Instead, the inflated basis stems from a legal argument (for example, the 
proper treatment of contingent liabilities).  “Value” plays no role in those cases.   
In addition, the reported cases involve transactions that were promoted by major 
accounting firms or by other promoters.  If we look only at those cases that do not 
involve actual overvaluations, we find only one where a taxpayer created inflated basis 
without the encouragement of promoters.27  Penalties for inflated basis are asserted in 
structured transactions. 
Why aren’t there more reported cases of this type involving taxpayers who were 
not involved in tax shelters?  There are a number of possible explanations for this 
somewhat surprising result.  Perhaps taxpayers who act without the prodding of 
promoters are not as greedy as the well-advised and don’t reach the 150% threshold of 
overstatement.  Or perhaps those taxpayers have reasonable cause for their 
misstatements, thereby avoiding any penalty.28 
                                                 
25 The total of cases identified in the text is smaller than the number of cases that cite 6662(e) or 
(h).  I could not determine the nature of the issue raising the section 6662(e) or (h) concern where the issue 
was not spelled out clearly in the case (often when the issue the court considers is procedural), e.g. Funk v. 
Commissioner, TC Memo 2001-291.  I also omitted cases where the IRS conceded there was no 6662(e) or 
(h) penalty after first asserting it, e.g. Kraus v. Commissioner, TC Memo 2003-10; Chin v. Commissioner, 
TC Memo 2003-30; Bradley v. MDC Credit Corp., 107 AFTR 2d 2011-1420 (D. S.D. 2011) (indemnity for 
tax liability; IRS apparently did not collect any penalties when case was resolved by stipulation).  I omitted 
them because the IRS’s unwillingness to pursue the penalty issue might have reflected the IRS’s conclusion 
that it was wrong to assert the penalty in the first place.  I also omitted section 482 cases, e.g., DHL Corp. 
v. Commissioner, TC Memo 1998-461, because they are subject to a separate provision in section 6662(h).  
A number of cases cite section 6662(e) or section 6662(h) for purposes of analysis where the section was 
not an issue in the litigation before the court. 
26 The twenty-five Son-of-BOSS cases, the eight foreign currency cases, and the four CARDS 
cases do not involve overvaluations.  The seven Hoyt shelters do involve overvaluations.  Less than half of 
the twenty-one other structured transactions involve actual overvaluations.  The cases that don’t involve 
overvaluations were all decided after 2004. 
27 The exception is G.D. Parker, Inc., cited in note 20. 
28 Under section 6664(c), there is a reasonable cause exception for penalties under section 6662. 
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These explanations are not correct.  There are reported cases in which taxpayers, 
acting without the assistance of promoters, were liable for penalties (but not a penalty 
under section 6662(h) or section 6662(e)) for which they did not successfully assert a 
reasonable cause defense, and in which they overstated basis by at least 200%.  
Presumably, there are many other cases like this, since the facts in cases in which 
penalties are asserted are often so favorable to the Government that they are not brought 
to court.   
Here are a few reported examples where penalties other than valuation 
overstatement penalties were asserted, and the taxpayer used a basis more than 200% of 
the basis ultimately found by the court: 
In Diaz v. Commissioner,29 taxpayer claimed a $553,269 basis on a property she 
sold, but the court upheld the government’s assertion that basis was only 
$154,000.  Apparently the taxpayer made no assertion in court to justify the 
inflated basis that she used on her return.  The 20% accuracy related penalty was 
imposed, but no gross valuation misstatement penalty was asserted. 
In Allnutt v. Commissioner,30 taxpayer sold equipment for which he claimed a 
basis.  The court held that the basis of the equipment was zero.  The negligence 
penalty was assessed, but no gross valuation misstatement penalty was asserted. 
In Medlin v. Commissioner,31 the court found basis in each of two properties of 
$1,903.   The taxpayer did not report any gain on these transactions, which were 
sales for $22,000 and $23,000.  The taxpayer was subject to a fraud penalty. 
In Brodsky v. Commissioner,32 the taxpayer’s claim of bases in two properties of 
$47,600 and $36,685 was rejected by the court, which allowed taxpayer only a 
zero basis.  The negligence penalty was asserted, but no penalty under section 
6662(e) or (h). 
                                                 
29 TC Memo 2012-241 (2012). 
30 TC Memo 2004-239 (2004). 
31 TC Memo 2003-224 (2003). 
32 82 T.C.M. 505 (2001). 
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In Leighton v. Commissioner,33 the court added $653,787 of capital gain to 
taxpayer’s income because taxpayer could not prove any basis in property sold.  
The IRS asserted the substantial understatement penalty but no penalty under 
section 6662(e) or (h). 
In Tabbi v. Commissioner,34 the court reduced the basis of a lot acquired by the 
taxpayer as a gift from $19,500 to zero.  Fraud, negligence, and substantial 
understatement penalties were asserted, but not a valuation misstatement penalty.   
In each of these cases, it would appear that the IRS could have asserted a 40% 
penalty under section 6662(h) but did not do so.  Why did it not do so?  If one thinks of 
this penalty as targeted at overvaluations, which is what the title of the section says, or if 
one looks at the discussion in the legislative history of the overvaluation penalty when it 
was first passed in 1981, which also speaks only of the problems of valuation, one can 
conclude that, since none of these cases had anything to do with valuation, it was 
inappropriate to apply the statute to them. 
Our explanation of the language of the penalty, which recognizes that the basis 
parenthetical should be interpreted in light of the phrase that it follows (which deals with 
errors in valuation), is consistent with the fact that the IRS has not applied the penalty in 
more situations.  But it does not explain the many recent cases where the IRS has 
asserted the penalty, because many of the cases where the penalty has been asserted are 
not ones where valuation is an issue.  For example, in the “son-of-BOSS” transaction, a 
taxpayer uses a pair of options to create additional basis in assets while claiming that 
there is no matching liability in the structure.  The IRS’s legal attacks on shelters such as 
these relate to arguments about economic substance and the definition of a liability, not 
an analysis of the fair market value of the options.   
In fact, what binds together the recent cases where the IRS has asserted valuation 
misstatement penalties is that they involve marketed tax shelters.  The IRS’s approach 
could well be explained by considering the effect on the IRS of the large number of tax-
                                                 
33 70 T.C.M. 1109 (1995), aff'd, 108 F.3d 332 (5th Cir. 1997). 
34 TC Memo 1995-463 (1995). 
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shelter cases that were subject to this penalty in the first ten years of its application (see 
Appendix B).  Given the overwhelming number of tax-shelter cases that were subject to 
section 6659 penalties, it seems plausible that, in the eyes of the IRS, the valuation 
misstatement penalty came to be viewed as another tax shelter penalty.  But it isn’t.  
There are penalty sections of the Code that are specifically intended to deal with tax 
shelter transactions, such as section 6662A (imposition of accuracy-related penalty on 
understatements with respect to reportable transactions), and section 6662(b)(6) (penalty 
in respect of underpayment attributable to disallowance of a tax benefit by reason of a 
transaction lacking economic substance).  The valuation misstatement penalties were not 
introduced into the Code to deal with tax shelters that do not involve overvaluation.  They 
were part of an effort to control the Tax Court’s case load.35  From the reported cases 
from the 1980s, it appears that the IRS understood this limitation in the application of the 
valuation misstatement penalty.  However, now it is using the valuation misstatement 
penalty as a surrogate for a “tax shelter” penalty that Congress has not authorized.  When 
the attention of the courts is directed to the limited significance of the reference to basis 
in the statute, they should be willing to reject the IRS’s approach. 
THE REGULATIONS 
The regulations under section 6662(e) do not recognize the significance of the 
parenthetical reference to basis in that section.  They were first proposed in 1991,36 ten 
years after the statute was passed, but they were intended to take account of the 1989 
amendment that clearly subordinated the basis reference by moving it into a 
                                                 
35 This is evident from the legislative history quoted above at note 4.  See also Drobny v. 
Commissioner, TC Memo 1995-209, which quotes from H. Rept. 98-861, at 985-986 (1984), 1984- 3 C.B. 
(Vol. 2) 239-240, as follows (emphasis added): 
The conferees note that a number of the provisions of recent legislation have been 
designed, in whole or in part, to deal with the Tax Court backlog. Examples of these provisions 
are the increased damages assessable for instituting or maintaining Tax Court proceedings 
primarily for delay or that are frivolous or groundless (sec. 6673), the adjustment of interest rates 
(sec. 6621), the valuation overstatement and substantial understatement penalties (secs. 6659 and 
6661), and the tax straddle rules (secs. 1092 and 1256). 
36 See 56 FR 8943 (March 4, 1991) 
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parenthetical.37  Rather than tracking the language in the statute, the regulations drop the 
parentheses completely. 
Substantial valuation misstatement. There is a substantial valuation misstatement 
if the value or adjusted basis of any property claimed on a return of tax imposed 
under chapter 1 is 200 percent or more of the correct amount.38  
The examples in the regulations do not make clear whether the overstated basis of the 
assets they describe were the result of an inaccurate valuation.39  In light of the Supreme 
Court’s decision in Mayo,40 does this interpretation demand Chevron41 deference? 
There are two responses to this argument.  First, there is nothing in the regulations 
that is directly contrary to the interpretation given above.  While the regulations do not 
state that a “valuation misstatement” that arises because of an inflated basis must stem 
from an overvaluation, they don’t contradict that view either.42 
Second, the regulation arguably violates the first step in a Chevron analysis.  
Chevron says that we must first determine whether the statute is sufficiently clear on its 
face that there is no need to defer to an administrative pronouncement.43  In this regard, it 
is noteworthy that the regulations do not track the language of the statute, to the extent 
they drop the parentheses that are in the text of the statute.  Congress could certainly have 
                                                 
37 See IA-015-90, 56 F.R. 8943 (3/4/91), the Notice of Proposed Rulemaking, which 
acknowledges the 1989 amendments that moved the penalty provision from section 6659 into section 6662. 
38 Treas. Regs. § 1.6662-5(e)(1).   
39 Treas. Regs. § 1.6662-5(d).   
40 Mayo Foundation for Medical Education and Research v. United States, 562 U.S. ___ (2011). 
41 Chevron USA v. Natural Resources Defense Council, 467 U. S. 837, 131 s.Ct. 704 (1984).  For a 
more thorough discussion of the Mayo and Chevron issues, see David Shakow, “Who’s Afraid of the 
APA?” 134 Tax Notes 825 (Feb. 13, 2012). 
42 Example 3 in Treas. Regs. § 1.6662-5(d) comes closest to raising an issue with the statement in 
the text.  In that example, the taxpayer claims a positive basis for depreciation although it had “fully 
depreciated” the asset in previous years.  However, this could arise where the inflated basis is due to an 
overvaluation.  Take a case of an asset depreciated on a straight-line basis over fifteen years.  If the asset 
should have a basis of $150,000, but instead is given a basis of $450,000 by the taxpayer, the $30,000 
annual depreciation that the taxpayer will deduct in the first five years (a $450,000 basis will lead to 
deductions of $30,000/year over 15 years) will exhaust the asset’s actual $150,000 basis, but the taxpayer 
will claim that it still has $300,000 of basis to depreciate. 
43 E.g., Mayo, supra note 40, at ___ (“ask whether Congress has ‘directly addressed the precise 
question at issue.’”) 
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left the reference to basis outside parentheses, as it stood prior to 1989.  But the statute 
now puts the reference to basis into parentheses, and the actual language of the statute 
must be interpreted.  The restatement of the rule in the regulations, which omits the 
parentheses that were inserted in the text of the statute, does not demand deference since 
it ignores the way the statute is drafted.  In fact, the interpretation we have given to the 
statute, with parentheses, is simple and straightforward.  It reflects the legislative history 
of the penalty and the way the penalty was applied for the decade after it was passed: 
basis overstatements are subject to the penalty when they result from overvaluations.  
Grammatical rules and punctuation are appropriate factors in interpreting a statute.44 
The change in the IRS’s application of the valuation misstatement penalty in the 
1990s, so that it applies to cases that have nothing to do with valuation, is unsupported by 
the statute and should be rejected.  To the extent the regulation is read to support an 
overbroad interpretation of the statute, it can be ignored, 
CONCLUSION 
A cursory reading of section 6662(e) and section 6662(h) might suggest that these 
“valuation misstatement” penalties apply to a wide range of transactions that have 
nothing to do with valuations.  However, when standard rules of statutory interpretation 
are applied to these provisions, their scope is substantially narrowed.  This narrower 
application is consistent with the legislative history of these penalty provisions and their 
actual application, with one notable exception: the IRS has recently applied these 
provisions to tax shelters that involve no issues of valuation.  Indeed, the substantial 
majority of recent cases where the IRS has asserted the 40% penalty of section 6662(h) 
involve tax shelters with inflated basis and no overvaluation.  The IRS does not have the 
authority to assert a valuation misstatement penalty in those cases.   
If this understanding of the misstatement penalties is recognized, the split in the 
Circuits regarding the application of section 6662(h)45 loses most of its significance.  The 
                                                 
44 See, e.g., Haas v. Peake, 525 F.3d 1168, 1179 (Fed Cir. 2008 (punctuation supports Government 
position); Garfias v. Holder, 702 F.3d 504, 525 n.16 (9th Cir. 2012) (rejecting interpretation of statute that 
“violates both the rules of grammar and the statutory scheme”). 
45 See authorities cited in notes 1 and 2, supra. 
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cases where the issue arises are tax shelters without economic substance.  These shelters 
inflate basis without reference to any valuation misstatement.  Taxpayers have argued 
that, if their shelter deductions are disallowed because the transaction has no economic 
substance, they cannot be penalized under section 6662(h) because reducing the inflated 
basis was not necessary in order to disallow their deductions.  If section 6662(h) is 
properly understood, the penalty does not apply in these situations in any event, and the 
issue now being presented to the Supreme Court disappears. 
POSTSCRIPT 
After this article was submitted for publication, the Supreme Court accepted 
certiorari in United States v. Gary Woods,46 a Fifth Circuit decision which raised the 
issue of whether the valuation misstatement penalty can be asserted if the taxpayer 
concedes that the transaction had no economic substance.  In accepting certiorari, the 
Court said: 
In addition to the question presented by the petition, the parties are directed to 
brief and argue the following question: Whether the district court had jurisdiction 
in this case under 26 U.S.C. §6226 to consider the substantial valuation 
misstatement penalty.47 
This issue had been noted in a footnote to the Government’s reply brief.48  It cited 
two appellate decisions which had “called into question” whether the applicability of the 
overstatement penalty could be decided in a partnership-level proceeding where the 
partnership had participated in a sham transaction.49  However, the brief went on to assert 
that the Tax Court and the Court of Federal Claims had since concluded that, “properly 
understood,” these decisions do not preclude partnership-level review of penalty issues 
                                                 
46 109 AFTR 2d 2012-751 (5th Cir. 2012), aff’g per curiam 794 F.Supp.2d 714 (W.D. Tex. 2011), 
reh’g den., 110 AFTR 2d 2012-751 (5th Cir. 2012). 
47 The Court’s order can be accessed at 
http://www.supremecourt.gov/orders/courtorders/032513zor_q86b.pdf. 
48 The Reply Brief is at Tax Notes Today, February 20, 2013, 2013 TNT 58-44. 
49 Petaluma FX Partners, LLC v. Commissioner, 591 F.3d 649, 655-656 (D.C. Cir. 2010); Jade 
Trading, LLC v. United States, 598 F.3d 1372, 1378-1380 (Fed. Cir. 2010). 
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similar to the one presented here.”50   If the Court decides that the courts do not have 
jurisdiction to resolve the penalty issues in a partnership-level proceeding, it may not 
resolve the penalty issue discussed in this article after all. 
                                                 
50 Tigers Eye Trading, LLC v. Commissioner, 138 T.C. 67, 130-134 (2012); Arbitrage Trading, 
LLC v. United States, No. 06-202, 2013 WL 365601, at *13 (Fed. Cl. 1/30/13).  Chamberlain Hrdlicka was 
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Poplar v. Commissioner, TC Memo 1995-337 
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Toan v. Commissioner, TC Memo 2000-384 
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Vojticek v. Commissioner, TC Memo 1995-444 
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Palmer v. Commissioner, TC Memo 1987-204 
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Cranfill v. Commissioner, TC Memo 1988-478 
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Engel v. Commissioner, TC Memo 1993-362 
Ferguson v. Commissioner, 108 TC 244 (1997) (stock)  
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Pasqualini v. Commissioner, TC Memo 1994-323 
Perdue v. Commissioner, TC Memo 1991-478 
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Schapiro v. Commissioner, TC Memo 1991-128 (conservation easement) 
Schwab v. Commissioner, TC Memo 1994-232 (conservation easement) 
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Stotler v. Commissioner, TC Memo 1987-275 (scenic easement) 
Suna v. Commissioner, TC Memo 1988-541 
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Williams v. Commissioner, TC Memo 1988-6 
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Boyer v. Commissioner, TC Memo 1992-724 
Brown v. Commissioner, TC Memo 1992-379 (standard bred horses) 
Cherin v. Commissioner, 89 TC 986 (1987) 
Coward v. Commissioner, TC Memo 1997-198 (Hoyt) 
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Ertz v. Commissioner, TC Memo 2007-15 (Hoyt) 
Givens v. Commissioner, TC Memo 1989-529 
Jackson v. Commissioner, TC Memo 1990-520 
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Massengill v. Commissioner, TC Memo 1988-427 
McBroom v. Commissioner, TC Memo 1995-485 (Hoyt) 
Mitchell v. Commissioner, TC Memo 1995-411 (Hoyt) 
Persson v. Commissioner, TC Memo 1989-567 (bull) 
Rasmussen v. Commissioner, TC Memo 1992-212 
River City Ranches #1 Ltd. v. Commissioner, 401 F.3d 1136 (9th Cir. 2005) (Hoyt) 
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Ailloni-Charas v. Commissioner, TC Memo 1988-83 
Bailey v. Commissioner, 90 TC 558 (1988) 
Brown v. Commissioner, TC Memo 1988-527 
Estate of Canfield, TC Memo 1987-294 
Dillon v. Commissioner, TC Memo 1998-5 
Garner v. Commissioner, TC Memo 1987-510 (TV film) 
Green v. Commissioner, TC Memo 1989-436 
Helba v. Commissioner, 87 TC 983 (1986) 
Isenberg v. Commissioner, TC Memo 1987-269 
Jameson v. Commissioner, TC Memo 1985-262 
Law v. Commissioner, 84 TC 985 (1985) 
Losmann v. Commissioner, TC Memo 1990-149 (TV show) 
Markin v. Commissioner, TC Memo 1989-665 
Meister v. Commissioner, TC Memo 1988-487 
Pellman v. Commissioner, TC Memo 1988-37 
Estate of Ravetti v. Commissioner, TC Memo 1994-260 
Samford v. Commissioner, TC Memo 2000-266 
Schwartz v. Commissioner, TC Memo 1987-381 
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Alhouse v. Commissioner, TC Memo 1991-652 (computers) 
Anderson v. Commissioner, TC Memo 1993-607 (containers) 
B and A Distributing Co. v. Commissioner, TC Memo 1988-589 (computers) 
B.D. Morgan & Co. v. Commissioner, TC Memo 1988-569 (software) 
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Batastini v. Commissioner, TC Memo 1987-378 (school buses) 
Brand v. Commissioner, TC Memo 1988-194 (containers) 
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Falligan v. Commissioner, TC Memo 1993-606 (containers) 
Gainer v. Commissioner, TC Memo 1988-416 (containers) 
Gilman v. Commissioner, TC Memo 1990-205 (computers) 
Grainek v. Commissioner, TC Memo 1989-433 (computers) 
Henninger v. Commissioner, TC Memo 1991-574 (medical equipment) 
HGA Cinema Trust v. Commissioner, TC Memo 1989-370 (computers) 
Hoffpauir v. Commissioner, TC Memo 1996-41 (software) 
Jones v. Commissioner, TC Memo 1987-163 (containers) 
Kenney v. Commissioner, TC Memo 1993-108 (trailers) 
Kimmich v. Commissioner, TC Memo 1999-349 
Marcinek v. Commissioner, TC Memo 1993-631 (containers) 
Mukerji v. Commissioner, 87 TC 926 (1986) (computers) 
Noonan v. Commissioner, TC Memo 1986-449 (containers) 
Offermann v. Commissioner, TC Memo 1988-236 (computers) 
Pearlstein v. Commissioner, TC Memo 1989-621 (computers) 
Qureshi v. Commissioner, TC Memo 1996-169 (containers) 
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Sacks v. Commissioner, TC Memo 1992-596 (solar equipment) 
Santulli v. Commissioner, TC Memo 1995-458 (sale/leaseback) 
Shortal v. Commissioner, TC Memo 1992-560 (containers) 
Smith v. commissioner, TC Memo 1988-420 (computers) 
Todd v. Commissioner, 89 TC 912 (1987) (containers) 
Van Roekel v. Commissioner, TC Memo 1989-74 (computers) 
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Weller v. Commissioner, TC Memo 1990-562 (container) 
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Young v. Commissioner, TC Memo 1988-440 (computers) 
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Beck v. Commissioner, TC Memo 1994-392 (gold) 
Borrell v. Commissioner, TC Memo 1989-251 
Coggin v. Commissioner, TC Memo 1993-209 (coal) 
Davis v. Commissioner, TC Memo 1989-607 (coal) 
Del Guercio v. Commissioner TC Memo 1989-354 (coal) 
Green v. Commissioner, TC Memo 1987-29 (gold and silver) 
Haught v. Commissioner, TC Memo 1993-58 (also charitable contribution) 
Hodges v. Commissioner, TC Memo 1992-370 (gold) 
Kappenberg v. Commissioner, TC Memo 1994-292 (gold) 
Kelley v. Commissioner, TC Memo 1993-495 (coal) 
Krivitsky v. Commissioner, TC Memo 1987-460 (gold and silver) 
Milner v. Commissioner, TC Memo 1993-91 (gold and silver) 
Nowak v. Commissioner, TC Memo 1994-428 (gold) 
Parker v. Commissioner, 86 TC 547 (1986) (also charitable contribution) 
Silverman v. Commissioner, TC Memo 1996-69 
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Barton v. Commissioner, 97 TC 548 (1991)  
Belloff v. Commissioner, TC Memo 1992-346 
Connell v. Commissioner, TC Memo 1996-349 
Goettee, Jr. v. Commissioner, TC Memo 2003-43 
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Bronson v. Commissioner, TC Memo 1993-233  
Gangel v. Commissioner, TC Memo 1991-358  
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Estate of Murray v. Commissioner, TC Memo 1987-602  
Nicklo v. Commissioner, TC Memo 1988-235  
Schwartz, Jr. v. Commissioner, TC Memo 1994-320  
 
OTHER STRUCTURED TRANSACTIONS (30) 
Brown v. Commissioner, TC Memo 1989-645 (research and experimentation) 
Carlson v. Commissioner, TC Memo 1987-306 (cable TV franchises) 
Cashman v. Commissioner, TC Memo 1989-533 (paperback books) 
Chupack v. Commissioner, TC Memo 1989-548 (paperback books) 
Ernstoff v. Commissioner, TC Memo 1988-146 (cable system) 
Finkelman v. Commissioner, TC Memo 1994-158 and TC Memo 1989-72 (real estate) 
Gentry v. Commissioner, TC Memo 1988-188 (real estate) 
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Golden v. Commissioner, TC Memo 1989-514 (computer software) 
Goldman v. Commissioner, TC Memo 1988-355 (family planning device) 
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Hartford v. Commissioner, TC Memo 1995-351 (horse breeding) 
Hattier v. Commissioner, TC Memo 1990-2 (research and development) 
Hauser v. Commissioner, TC Memo 1992-641 (educational software development) 
Hendrickson v. Commissioner, TC Memo 1992-639 (educational software development) 
Kretschmer v. Commissioner, TC Memo 1989-242 (computer software) 
Leger v. Commissioner, TC Memo 1987-146 (book publishing) 
Lynch v. Commissioner, TC Memo 1990-575 (TV program, non-theatrical rights) 
Moore v. Commissioner, TC Memo 1989-38 (research and development) 
Mosack v. Commissioner, TC Memo 1990-175 (stress management software) 
Novinger v. Commissioner, TC Memo 1991-289 (computer chip production) 
Peek v. Commissioner, TC Memo 1988-135 (CATV system) 
Pleasant Summit Land Corp. v. Commissioner, TC Memo 1987-469 (real estate) 
Ronnen v. Commissioner, 90 TC 74 (1988) (nursing home software) 
Sammons v. Commissioner, TC Memo 1986-318 (horse) 
Somerville v. Commissioner, TC Memo 1996-165 (leveraged real estate) 
Taylor v. Commissioner, TC Memo 1992-219 (develop automatic weapons) 
Vangeloff v. Commissioner, TC Memo 1992-514 (master negatives) 
Visser v. Commissioner, TC Memo 1993-13 (greenhouse) 
Winans Trust v. Commissioner, TC Memo 1989-663 (horse) 
Wyatt v. Commissioner, TC Memo 1991-621 (avocado grove) 
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Buckley v. Commissioner, TC Memo 1994-470 (non-compete agreement) 
Burke v. Commissioner, TC Memo 1997-237  
Weis v. Commissioner, 94 TC 473 (1990) (limited partnership bought farm; claimed 
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